
35 

Internal Revenue Service, Treasury § 1.61–4 

§ 1.61–3 Gross income derived from 
business. 

(a) In general. In a manufacturing, 
merchandising, or mining business, 
‘‘gross income’’ means the total sales, 
less the cost of goods sold, plus any in-
come from investments and from inci-
dental or outside operations or sources. 
Gross income is determined without 
subtraction of depletion allowances 
based on a percentage of income to the 
extent that it exceeds cost depletion 
which may be required to be included 
in the amount of inventoriable costs as 
provided in § 1.471–11 and without sub-
traction of selling expenses, losses or 
other items not ordinarily used in com-
puting costs of goods sold or amounts 
which are of a type for which a deduc-
tion would be disallowed under section 
162 (c), (f), or (g) in the case of a busi-
ness expense. The cost of goods sold 
should be determined in accordance 
with the method of accounting consist-
ently used by the taxpayer. Thus, for 
example, an amount cannot be taken 
into account in the computation of 
cost of goods sold any earlier than the 
taxable year in which economic per-
formance occurs with respect to the 
amount (see § 1.446–1(c)(1)(ii)). 

(b) State contracts. The profit from a 
contract with a State or political sub-
division thereof must be included in 
gross income. If warrants are issued by 
a city, town, or other political subdivi-
sion of a State, and are accepted by the 
contractor in payment for public work 
done, the fair market value of such 
warrants should be returned as income. 
If, upon conversion of the warrants 
into cash, the contractor does not re-
ceive and cannot recover the full value 
of the warrants so returned, he may de-
duct any loss sustained from his gross 
income for the year in which the war-
rants are so converted. If, however, he 
realizes more than the value of the 
warrants so returned, he must include 
the excess in his gross income for the 
year in which realized. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7207, 
37 FR 20767, Oct. 5, 1972; T.D. 7285, 38 FR 
26184, Sept. 19, 1973; T.D. 8408, 57 FR 12419, 
Apr. 10, 1992] 

§ 1.61–4 Gross income of farmers. 
(a) Farmers using the cash method of 

accounting. A farmer using the cash re-
ceipts and disbursements method of ac-
counting shall include in his gross in-
come for the taxable year— 

(1) The amount of cash and the value 
of merchandise or other property re-
ceived during the taxable year from the 
sale of livestock and produce which he 
raised, 

(2) The profits from the sale of any 
livestock or other items which were 
purchased, 

(3) All amounts received from breed-
ing fees, fees from rent of teams, ma-
chinery, or land, and other incidental 
farm income, 

(4) All subsidy and conservation pay-
ments received which must be consid-
ered as income, and 

(5) Gross income from all other 
sources. 
The profit from the sale of livestock or 
other items which were purchased is to 
be ascertained by deducting the cost 
from the sales price in the year in 
which the sale occurs, except that in 
the case of the sale of purchased ani-
mals held for draft, breeding, or dairy 
purposes, the profits shall be the 
amount of any excess of the sales price 
over the amount representing the dif-
ference between the cost and the depre-
ciation allowed or allowable (deter-
mined in accordance with the rules ap-
plicable under section 1016(a) and the 
regulations thereunder). However, see 
section 162 and the regulations there-
under with respect to the computation 
of taxable income on other than the 
crop method where the cost of seeds or 
young plants purchased for further de-
velopment and cultivation prior to sale 
is involved. Crop shares (whether or 
not considered rent under State law) 
shall be included in gross income as of 
the year in which the crop shares are 
reduced to money or the equivalent of 
money. See section 263A for rules re-
garding costs that are required to be 
capitalized. 

(b) Farmers using an accrual method of 
accounting. A farmer using an accrual 
method of accounting must use inven-
tories to determine his gross income. 
His gross income on an accrual method 
is determined by adding the total of 
the items described in subparagraphs 
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(1) through (5) of this paragraph and 
subtracting therefrom the total of the 
items described in subparagraphs (6) 
and (7) of this paragraph. These items 
are as follows: 

(1) The sales price of all livestock 
and other products held for sale and 
sold during the year; 

(2) The inventory value of livestock 
and products on hand and not sold at 
the end of the year; 

(3) All miscellaneous items of in-
come, such as breeding fees, fees from 
the rent of teams, machinery, or land, 
or other incidental farm income; 

(4) Any subsidy or conservation pay-
ments which must be considered as in-
come; 

(5) Gross income from all other 
sources; 

(6) The inventory value of the live-
stock and products on hand and not 
sold at the beginning of the year; and 

(7) The cost of any livestock or prod-
ucts purchased during the year (except 
livestock held for draft, dairy, or 
breeding purposes, unless included in 
inventory). 
All livestock raised or purchased for 
sale shall be added in the inventory at 
their proper valuation determined in 
accordance with the method authorized 
and adopted for the purpose. Livestock 
acquired for draft, breeding, or dairy 
purposes and not for sale may be in-
cluded in the inventory (see subpara-
graphs (2), (6), and (7) of this para-
graph) instead of being treated as cap-
ital assets subject to depreciation, pro-
vided such practice is followed consist-
ently from year to year by the tax-
payer. When any livestock included in 
an inventory are sold, their cost must 
not be taken as an additional deduc-
tion in computing taxable income, be-
cause such deduction is reflected in the 
inventory. See the regulations under 
section 471. See section 263A for rules 
regarding costs that are required to be 
capitalized. Crop shares (whether or 
not considered rent under State law) 
shall be included in gross income as of 
the year in which the crop shares are 
reduced to money or the equivalent of 
money. 

(c) Special rules for certain receipts. In 
the case of the sale of machinery, farm 
equipment, or any other property (ex-
cept stock in trade of the taxpayer, or 

property of a kind which would prop-
erly be included in the inventory of the 
taxpayer if on hand at the close of the 
taxable year, or property held by the 
taxpayer primarily for sale to cus-
tomers in the ordinary course of his 
trade or business), any excess of the 
proceeds of the sale over the adjusted 
basis of such property shall be included 
in the taxpayer’s gross income for the 
taxable year in which such sale is 
made. See, however, section 453 and the 
regulations thereunder for special rules 
relating to certain installment sales. If 
farm produce is exchanged for mer-
chandise, groceries, or the like, the 
market value of the article received in 
exchange is to be included in gross in-
come. Proceeds of insurance, such as 
hail or fire insurance on growing crops, 
should be included in gross income to 
the extent of the amount received in 
cash or its equivalent for the crop in-
jured or destroyed. See section 451(d) 
for special rule relating to election to 
include crop insurance proceeds in in-
come for taxable year following tax-
able year of destruction. For taxable 
years beginning after July 12, 1972, 
where a farmer is engaged in producing 
crops and the process of gathering and 
disposing of such crops is not com-
pleted within the taxable year in which 
such crops are planted, the income 
therefrom may, with the consent of the 
Commissioner (see section 446 and the 
regulations thereunder), be computed 
upon the crop method. For taxable 
years beginning on or before July 12, 
1972, where a farmer is engaged in pro-
ducing crops which take more than a 
year from the time of planting to the 
time of gathering and disposing, the in-
come therefrom may, with the consent 
of the Commissioner (see section 446 
and the regulations thereunder), be 
computed upon the crop method. In 
any case in which the crop method is 
used, the entire cost of producing the 
crop must be taken as a deduction for 
the year in which the gross income 
from the crop is realized, and not ear-
lier. 

(d) Definition of ‘‘farm’’. As used in 
this section, the term ‘‘farm’’ embraces 
the farm in the ordinarily accepted 
sense, and includes stock, dairy, poul-
try, fruit, and truck farms; also planta-
tions, ranches, and all land used for 
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farming operations. All individuals, 
partnerships, or corporations that cul-
tivate, operate, or manage farms for 
gain or profit, either as owners or ten-
ants, are designated as farmers. For 
more detailed rules with respect to the 
determination of whether or not an in-
dividual is engaged in farming, see 
§ 1.175–3. For rules applicable to persons 
cultivating or operating a farm for 
recreation or pleasure, see sections 162 
and 165, and the regulations there-
under. 

(e) Cross references. (1) For election to 
include Commodity Credit Corporation 
loans as income, see section 77 and reg-
ulations thereunder. 

(2) For definition of gross income de-
rived from farming for purposes of lim-
iting deductibility of soil and water 
conservation expenditures, see section 
175 and regulations thereunder. 

(3) For definition of gross income 
from farming in connection with dec-
larations of estimated income tax, see 
section 6073 and regulations there-
under. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7198, 
37 FR 13679, July 13, 1972; T.D. 8729, 62 FR 
44546, Aug. 22, 1997] 

§ 1.61–5 Allocations by cooperative as-
sociations; per-unit retain certifi-
cates—tax treatment as to coopera-
tives and patrons. 

(a) In general. Amounts allocated on 
the basis of the business done with or 
for a patron by a cooperative associa-
tion, whether or not entitled to tax 
treatment under section 522, in cash, 
merchandise, capital stock, revolving 
fund certificates, retain certificates, 
certificates of indebtedness, letters of 
advice or in some other manner dis-
closing to the patron the dollar 
amount allocated, shall be included in 
the computation of the gross income of 
such patron for the taxable year in 
which received to the extent prescribed 
in paragraph (b) of this section, regard-
less of whether the allocation is 
deemed, for the purpose of section 522, 
to be made at the close of a preceding 
taxable year of the cooperative asso-
ciation. The determination of the ex-
tent of taxability of such amounts is in 
no way dependent upon the method of 
accounting employed by the patron or 

upon the method, cash, accrual, or oth-
erwise, upon which the taxable income 
of such patron is computed. 

(b) Extent of taxability. (1) Amounts 
allocated to a patron on a patronage 
basis by a cooperative association with 
respect to products marketed for such 
patron, or with respect to supplies, 
equipment, or services, the cost of 
which was deductible by the patron 
under section 162 or section 212, shall 
be included in the computation of the 
gross income of such patron, as ordi-
nary income, to the following extent: 

(i) If the allocation is in cash, the 
amount of cash received. 

(ii) If the allocation is in merchan-
dise, the amount of the fair market 
value of such merchandise at the time 
of receipt by the patron. 

(iii) If the allocation is in the form of 
revolving fund certificates, retain cer-
tificates, certificates of indebtedness, 
letters of advice, or similar documents, 
the amount of the fair market value of 
such document at the time of its re-
ceipt by the patron. For purposes of 
this subdivision, any document con-
taining an unconditional promise to 
pay a fixed sum of money on demand or 
at a fixed or determinable time shall be 
considered to have a fair market value 
at the time of its receipt by the patron, 
unless it is clearly established to the 
contrary. However, for purposes of this 
subdivision, any document which is 
payable only in the discretion of the 
cooperative association, or which is 
otherwise subject to conditions beyond 
the control of the patron, shall be con-
sidered not to have any fair market 
value at the time of its receipt by the 
patron, unless it is clearly established 
to the contrary. 

(iv) If the allocation is in the form of 
capital stock, the amount of the fair 
market value, if any, of such capital 
stock at the time of its receipt by the 
patron. 

(2) If any allocation to which sub-
paragraph (1) of this paragraph applies 
is received in the form of a document 
of the type described in subparagraph 
(1) (iii) or (iv) of this paragraph and is 
redeemed in full or in part or is other-
wise disposed of, there shall be in-
cluded in the computation of the gross 
income of the patron, as ordinary in-
come, in the year of redemption or 
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